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American Institute of Accountants
Library and Bureau of Information
MARCH, 1928

SPECIAL BULLETIN N O . 30

[The Committee on Administration of Endowment authorizes the
publication of special Bulletins, of which this is one, <on the distinct
understanding that members are not to consider answers given to
questions as being official pronouncements of the Institute, but merely
the individual opinions of accountants to whom the questions were
referred. It is earnestly requested that members criticize freely and
constructively the answers given in this or any other Bulletin of this
series.]
GAS A N D WATER WORKS COMPANIES—AUDITING
Q. We are engaged upon an audit of a city of a population of 150,000 people
with a gas consumption of 34,000 customers. We would appreciate any information which you may be able to furnish us in regard to the audit of the
accounts receivable and the accrued income of this size and kind of company.
In other words, what we are asking here is for information as to what detail
other accountants would undertake to check the income and accounts receivable for gas and water works companies.
A. In so far as revenue and accounts receivable of a small company of this
type are concerned, it will usually be found that consumers' accounts are maintained in " Boston" ledger form. The basis of entry in the "Boston" ledger
will be in the form of a consumer's contract, agreeing upon either a monthly
flat rate or referring to a metered rate. The "Boston" ledger is simply a
monthly columnar record listing the names of consumers at the left hand margin
alphabetically, and sometimes separately controlled by districts. For each
month there are provided columns for the balance unpaid at the beginning of
each month, charges during month, payments during month, and balance at
end of month. Occasionally two or more of these columns may be combined
by the use of red and black ink. The totals of the balance columns serve as
balancing media for control accounts of accounts receivable. The column
provided for monthly charges serves as the posting medium for revenue accounts, and the payment column provides a check against the cash receipts.
Depending upon the degree of internal control existing in the organization
(which ordinarily will not be very great in an organization ofthe size referred to)
the following matters should be subjected to test verification:
(1) The propriety of charges against consumers' accounts should be tested
by a comparison of contracts with ledger charges. Ordinarily this
test may be restricted to accounts in which substantial changes in
charges occur. Flat rates which have continued for some time past
and which indicate regular and recurring cash payments ordinarily
need not be checked.
(2) The mathematical accuracy of metered charges should be tested.
(3) Tests by means of adding-machine tapes should be made of detailed
monthly charges to confirm controlling-account credits for revenue.
(4) Tests by means of adding-machine tapes should similarly be made of
cash payments verifying the cash-controlling-account entries.
(5) Outstanding balances may be tested against consumers' returned bill
cards.
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(6) Balances of accounts receivable will ordinarily be found to be substantially correct. The companies ordinarily exercise the right of
discontinuing service upon delinquency.
(7) Agreement of detailed accounts receivable with control may similarly
be established by adding-machine tapes.
In the majority of the tests suggested a verification of from 5 per cent. to 10
per cent., in number of accounts, serves to satisfy the auditor that the accounts
are accurately and properly maintained and that both revenue and accounts
receivable are substantially correct. It goes without saying, that the best test
of revenue is to be found in cash receipts. If charges to customers' accounts are
being regularly paid, the legitimacy of the consumers' accounts is confirmed.
Statistics of gas manufactured are usually maintained, based upon mainmeter records, compared with quantities sold, and accounting for leakage and
other shrinkage loss. These records may well be used in a cursory substantiation of revenue.
The enquirer should also be referred to Brown's Annual Directory of American Gas Companies containing reliable statistics of great interest to auditors
in the examination of gas companies.
JOINT FEES
Q. Can you advise me as to any form of agreement in use between members
of the American Institute of Accountants, having to do with the apportionment
of joint fees in connection with joint engagements?
A. In so far as we are aware, no such general form of agreement is in use nor,
indeed, do we believe that it would be practicable to go very far in the way of
using a standard form of agreement. Each case is different in some respects
from every other case and what would be a fair arrangement under one set of
conditions might be quite unfair under different conditions. Further, it seems
to us that it ought not to be necessary to reduce to a formal agreement an
understanding regarding such a matter. A letter stating the intent of the
parties ought to be entirely sufficient and the informality of such a procedure
would, we think, tend to put the whole arrangement upon a higher and more
satisfactory plane.
VALUATION OF LICENSED ABSTRACTOR'S BUSINESS
Q. Can you supply any information relative to the basis of valuation to be
placed on the purchase of a licensed abstractor's business by a title guaranty
company?
Aside from tangible assets offixtures,equipment and accounts, there is the
accumulation of work performed in obtaining base titles to property subdivisions and the accumulation of other abstract information, which in the future
will be constantly available and a very material time saver in preparing future
documents in respect of passing on title.
From your experience, have any methods or rules been determined upon
arriving at the valuation of such intangible items as the above, in addition to
goodwill value as arrived at on a basis of past earnings?
A. The permanence of the accumulated data relating to titles, etc., suggests
a computation similar to one which would be applicable if a valuation of goodwill were involved. It seems to us that the average earnings over a period of
years should be a fair basis. After deducting from the average earnings of the
period agreed upon, a return of, say, 8 to 10 per cent. on the tangible net
assets, the balance of the earnings would be capitalized. In businesses that are
more or less stable, the treasury department suggests 8 or 9 per cent. return on
tangibles and capitalizes the remainder of the earnings at 15 per cent. To
the extent that the "plant" may be subject to obsolescence, depreciation or
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any other influences which may impair the value, the average earnings should,
we think, be reduced by an estimated charge to cover this element. Likewise,
any abnormally high or low years should, in our opinion, be excluded from
the years selected as the basis for computation.
PARTICIPATION MORTGAGE BONDS
By chance. I read your Special Bulletin No. 29, and was somewhat interested
in the question as to the ratio of participation mortgage bonds to capital and
surplus and as to the propriety of the term "participation mortgage bonds."
The answer was of greater interest, and if non-members are permitted to join
in the discussion, I should appreciate the opportunity of adding a thought
or two.
The first is that the inquirer refer to the statutes of the state in which the
company is organized, as there are usually some statutory restrictions governing the sale of participation certificates, particularly if they are to be legal
investments for trust funds. Quite frequently, corporations selling mortgages
with a guaranty as to payment of principal and interest must organize under
the banking or insurance statute and not the general corporation law.
Where a company lends money on mortgage, it eventually gains possession
of "frozen assets" and to continue doing business, it must either increase its
capitalization and its " frozen assets" or dispose of its mortgages. The latter
is accomplished either by selling the entire mortgage, frequently with a guaranty of payment of principal and interest, or by depositing one or more mortgages under a trust agreement and selling certificates representing a part of
the loan. The profit to the company is in the difference between the interest
it; receives from the mortgager and the interest it pays to the one who invests
either in an entire mortgage sold with a guaranty or in a participation. As
this is a process of turning oyer its investment, it: is obvious that since the
company's profits can increase only through increased loans and sales of them,
restrictions on the amount of participation certificates sold must curtail profits.
Presumably when a company lends money on mortgage loans there is a
sufficient margin between the market value of the property pledged and the
amount of the loan. Conservative practice is not so much in the ratio referred to, but in the ratio of loan to the appraised value and, of course, conservatism in appraising the property is the crux of the matter.
Companies of this type will have by-laws referring to a ratio of mortgages
guaranteed with greater frequency than to a ratio of participation certificates.
Some companies in New Jersey have voluntarily adopted by-laws whereby
there is a limitation on the bonds or other indebtedness. One (Lincoln
Mortgage and Title Guaranty Company of Newark) that sells its bonds through
a New York investment house (Harris Forbes and Company), published an
advertisement containing the following:
"The company is limited in the issuance of bonds and other indebtedness to an amount not to exceed fifteen times its fully paid capital stock,
or a more conservative ratio than governs either the federal land banks or
the joint-stock land banks."
The term "participation certificates" is used in chapter 305 of the laws of
1926 of New Jersey and in practice it has been found that where one mortgage
is deposited under a trust agreement and part of that one mortgage is sold,
the term is used, but where a group of mortgages is deposited, the term "mortgage bonds" is more frequently adopted. Realty Associates Securities Corporation, a New York company, recently issued a prospectus in which reference
is made to "Participating interests in bonds and mortgages." It would seem
that in this particular field, "participation" is not construed as meaning a
sharing in something—profits.
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The fact that "participation" has another meaning in another line, should
not necessitate another descriptive title. As you know, foundry men use
certain words as "flasks" and "pigs" with a meaning somewhat different to
their ordinary use.
PARTNERSHIP WITHDRAWALS
Q. A client of mine, a copartnership, started business with an original
capital of $50,000, as follows: " A " contributed"B"$25,000," B " contributed
$25,000. There were no articles of copartnership, but the understanding
between the partners was that no additional moneys were to be invested, no
interest calculated on withdrawals, that both were to devote their entire time
to the business, and that each partner should draw a salary of $5,200 a year.
At the end of nine months of business, the partners had drawn equal salaries,
but one partner had withdrawn, at various times, moneys aggregating $16,000,
which of course, was in addition to his salary. It was acknowledged by both
partners that the partner who had exceeded his salary account by $16,000 was
indebted to the business to that extent, and that he was obliged to return the
said overdrawal as soon as possible. As a matter of fact, the overdrawal
originally stood in the amount of $17,000, $1,000 of which had been repaid,
bringing the amount down to $16,000, which appeared under the heading
" 'A' personal account" in the general ledger.
At the end of nine months of business, a dispute arose between the partners
and a balance-sheet was prepared by an accountant, whereby the item of
$16,000 " ' A ' personal account" was shown in the balance sheet as an asset,
while the respective capital accounts had been reduced, through losses to
$14,000, $7,000 to the credit of " A " and $7,000 to the credit of " B . " The
capital account, of course, showed a credit balance collectively of $14,000, only
because there was included in the assets, the item of "'A' personal account,"
$16,000. Two months later, the creditors demanded their moneys and as a
result a receiver was appointed.
The question arises, as to whether the item of $16,000 appearing in the balance sheet assets, under the caption " 'A' personal account," should have been
deducted from the capital account of the partners, or whether the balance
sheet as prepared by the accountant containing " ' A ' personal account $16,000"
was correct. As a guide, please remember that the personal net worth of " A "
was not known at the time of the overdrawal.
A. Partners' withdrawals are in fact always a reduction of capital employed in the business. There are "border-line" exceptions in cases in which
temporarily superfluous capital is lent to a partner, at interest, instead of being
lent elsewhere; but fundamentally the principal remains fixed. It follows,
therefore, that such withdrawals should be expressed specifically in the partnership balance-sheet as deductions from the partners' capital account. As a
matter of fact, the true condition is satisfactorily disclosed when such withdrawals are shown specifically as such, as an asset in the balance-sheet. Percontra, when the partnership agreement, whether written or oral, provides for
the contribution of stated capital sums, it would be incorrect to bury such
withdrawals by merely stating a net capital-account balance, thereby lending
the impression that the balance stated is the agreed capital of the particular
partner.
As a matter of legal principle, the relation of partners to one another is one
of mutual trust, and the law demands the exercise of the highest integrity and
good faith toward each other. One partner can not, without the consent of
the other, apply partnership property to his own debts. The right of one
partner to make such an application, with the previous consent or subsequent
sanction of the other partner, is clear when the claims of partnership creditors
are not thereby impaired. It appears that such sanction existed in the case
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submitted, and that the firm was solvent at the time. In such circumstances
the receiver, or partnership creditors, can not follow such assets into the hands
of the partners' personal creditors for the benefit of partnership creditors. It
is a general rule of partnership law that it is the right of each partner to have
partnership property applied to the payment of partnership debts, and this
right is often spoken of as partners' liens upon partnership property. Upon
dissolution, under order of court, this rule will be enforced and accordingly
partnership creditors will be given a preference in the partnership assets over
individual creditors of partners. Each partner is, of course, personally and
individually liable for the entire amount of partnership obligations, but each
has the remedy of requiring the other partners to contribute their pro rata
share. "His liability is said to be as a principal debtor for his own share,
and as surety for the other partners for the remainder.''
A. It has been our practice to show such drawings on a balance-sheet as a
deduction from capital account. This treatment would show the "true"
investment of partners in the business at the date of the balance-sheet. Partners, (and this applies as well to sole proprietors), should not be shown as
owing money to themselves.
An exception to this rule might be made if the partner repays the withdrawal immediately after the date of the balance-sheet, and prior to its issuance.
PROMOTION EXPENSES
Q. A small ice-cream, milk and cheese corporation decided to expand and
increase its sales, and the directors instructed the manager to expend not to
exceed $7,000 in an aggressive campaign to get new business and customers.
Starting July 1, 1927, and closing October 31, 1927, $5,500 was spent for
this purpose, and this item was charged off as operating expense for the year
1927.
In this way all extraordinary expense is charged off as expense during the
year 1927, while the subsequent years would be equally benefited by additional
profits. Under these conditions would it not be permissible and good accounting to capitalize this amount of $5,500 and deduct for the subsequent five
years their pro rata share of this expense?
Do you believe that the government would permit this handling of this
account for taxable purposes?
A. We are of the opinion that the most desirable course, from every point
of view, is to write off the entire amount when it is expended.
It can not be denied that the cost of getting new business may, in some cases,
be carried forward, as in the case of the expenses of travelers in the fall obtaining orders for spring deliveries. These are cases where the expenses are specifically applicable to certain orders obtained. Where the expenses are, as in
this case, general promotion expenses, the profit from which is no more than a
hope, it is bad practice to carry them forward. Suppose the campaign fails,
what then?
We do not wish to offer any opinion as to what the government might do
in assessing taxes.
A. I believe that this could be capitalized in the year spent, and apportioned to the next three or five years, and that the government would have no
kick when the internal revenue statement is granted. In fact, I have done
this in a number of my plants, and there has never been any serious objection
made by the federal authorities.
RESTAURANTS—COST OF SALES
Q. I find some members of the accounting profession are of the opinion
that in the case of restaurants, cost of sales, for the purpose of stating gross
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profit, should include cost of foods only, while others are of the opinion that
cost of sales should also include such items as:
Ice
China and glassware
Utensils, pots, pans, etc. Insurance
Silverware and linens
Laundry
Salaries—Kitchen
Miscellaneous supplies and expenses
Salaries—Dining room
Rent
Advertising
Repairs
Decorations
Mercantile tax
Depreciation
It seems that those who have expressed an opinion agree that sales include
revenue from meals and from sales of fat, garbage, etc.
I would like to know the opinions of several of the foremost members of
our profession with regard to this matter and I would appreciate it if you will
obtain the opinions for me.
I shall also appreciate it if you will obtain for me the following information:
Average percentage of cost of sales—Chain restaurants—Single restaurants.
Average percentage of gross profit—Chain restaurants—Single restaurants.
Average percentage of general and administrative expenees—Chain restaurants—Single restaurants.
Average percentage of net profit from operation—Chain restaurants—
Single restaurants.
A. Sales:
I do not agree with the inquirer in his statement that "sales include revenue
from meals and from sales of fat, garbage, etc." It is better practice, in my
opinion, to credit the sales of fat, garbage, etc., to the cost of food sold. I am
quite certain that allfirmsengaged in installing food-cost accounting systems
follow this practice, in which there has been substantial uniformity in restaurants for a number of years. The same practice is followed in the manual
adopted by the American Hotel Association as a basis of preparing uniform
financial statements for hotels. The manual, prepared by a committee of
hotel accountants on which the Institute and the New York State Society of
Certified Public Accountants were represented, states on page 22:
"Cost of food sold should also be credited with the revenue derived from
the sale of grease, bones, bread, etc."
I may add that "bread" in this quotation means stale bread sold as such in
bulk.
Cost of sales, gross profit and expenses:
The term "gross profit." means to a restaurant man only one thing: the excess of sales over the cost of food sold. The term is used in this sense in all the
trade publications and, as far as I know, at all meetings of restaurant proprietors. It is also used in this sense only by food-cost accountants. The list of
expenses given in the inquiry includes practically all the usual expenses of a
restaurant, so that if they would be all included in the "cost of sales" the result
would be the net profit and not the gross profit, except perhaps for such expenses as the salary of the manager and of the bookkeeping office, or the general
administrative expenses of chain restaurants.
It is not even practical in restaurants, to determine the production cost by
separating what may be called manufacturing expenses from selling expenses.
If a line of demarcation were drawn between the two, many of the. expense
items which at present have definite meanings for restaurant men would have
to be divided between the two classes. The cost of the ice used for preserving
the raw material is clearly part of the cost of production, while the cost of the
ice used for ice water in the dining room would be rather a selling expense.
The laundry cost includes the cost of laundering cooks' uniforms and towels, a

manufacturing expense, as well as the cost of laundering the dining-room linen,
a selling expense. Even the generally accepted classification of payroll into
kitchen and dining-room payroll would have to be disturbed, for the dishwashers and silver cleaners in the kitchen have no more to do with the production
than the waiters in the dining room. Other expense items, such as depreciation, repairs, rent, light and heat would have to be similarly divided. Of course,
it is not impossible to make the division, even though it would have to be rather
arbitrary in the case of such expenses as rent. It is hard to see, however, what
practical advantages such a grouping of expenses would have. On the other
hand, the fact that there is a rather generally accepted method of expense
classification which restaurant proprietors are used to, the fact that the expenses of a restaurant consist of comparatively few items, and the fact that
restaurants are usually small business units employing one or two bookkeepers
often not with an over-supply of bookkeeping and accounting knowledge—all
these facts speak in favor of the classification of the financial results of restaurant operations into sales, cost of food sold, gross profit, expenses and net
profit. Furthermore, the percentage of gross profit determined on this basis
is information of vital importance to the restaurant proprietor.
It is my opinion, therefore, that the most practical form of the profit-andloss statement for a restaurant is the one that includes only the cost of food in
the "cost of sales" and follows the gross profit so determined with a simple list
of expenses without classification into what would be logical groups in a truly
manufacturing enterprise.
Food cost and expense ratios:
As far as the percentage of food cost is concerned, the fact that a restaurant
is operated as a single unit or as one of a chain does not make so much difference
as to stamp either class with a characteristic cost ratio different from the other.
STATE FRANCHISE T A X ON BUSINESS CORPORATIONS
Q. A certain New York corporation whose fiscal year ends on October 31st
received a bill from the state tax department at Albany for their New York
state franchise tax. This bill is dated November 17, 1927, and is due on or
before January 1, 1928, and reads as follows:
"State franchise tax on business corporations for the year beginning
November 1, 1927 and ending October 31, 1928."
The contention is made by the corporation's officers that the amount of the
bill should be included in expenses for their fiscal year ended October 31, 1927.
In every other previous year this corporation has included this tax in the month
and year in which paid and if this particular one is entered in the fiscal year
ended October 31, 1927, there will be two such charges for that year.
The officers of the corporation contend that the basis on which this tax was
computed when filed during the summer of 1927 was on the net income for the
fiscal year ended October 31, 1926, and, therefore, that not only this bill should
be included, but also 4 ½ per cent. on the net profit for the year ended October
31, 1927. This would result in three charges for the year ended October 31,
1927, and would without doubt, be disallowed by the federal state-tax authorities.
Inasmuch as the company's practice since the inception of this tax has been
to enter it as an expense at the date paid, I contend that the company should
continue to do so with the present bill not only for the sake of consistency and
simplicity, but also by reason of the quotation in paragraph three above, which
clearly states the period for which the tax becomes a liability.
Do you not think that any other method would be contrary to internalrevenue regulations? The corporation is very anxious to include all liabilities
at the time of closing each October 31st, but I regard the particular bill referred
to as not being a liability as of that date.
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A. Under the various federal revenue acts, state taxes are deductible on the
accrual basis in the taxable year during which the liability accrued. This has
been decided by the supreme court in the case of United States v. Anderson, et
al, and United States v. Towne Manufacturing Company, decided on January
4, 1926. (See Solicitor's Memorandum 4499A, reported in Cumulative Internal Revenue Bulletin V-1, page 56.)
With particular reference to the accrual of the liability for New York state
franchise taxes, the treasury department has held that it accrues on November
1st of the year during which the annual return is due; that is, although the Franchise Tax based on a return filed during July of a particular year is actually
based on earnings of a prior period, nevertheless, the tax applies to the fiscal
year beginning November 1st, following the date upon which the franchise-tax
returns must be filed. Therefore, the New York state franchise tax for the
year beginning November 1, 1927, accrues as a liability on November 1, 1927,
and is deductible from the income of the taxable year within which November
1, 1927, falls. If the taxpayer's fiscal year begins on November 1, 1927, the
franchise tax covering the fiscal year beginning November 1, 1927, would be
deductible from the income of the taxpayer for the taxable year ending October
31, 1928. If the taxpayer's taxable year coincides with the calendar year, then
the franchise tax for the fiscal year beginning November 1, 1927, is deductible
in full from the income of the calendar year 1927. (See A. R. R. 1153, reported
in Cumulative Internal Revenue Bulletin 1-2, page 92; also appeal of Jamestown Worsted Mills, 1 B. T. A. 659.)
In view of the references already cited, it seems unnecessary to state that the
treasury department will not allow a deduction in one taxable year of a state
franchise tax which applied to a different taxable year, only one year's tax
being allowable as a deduction in any one taxable year.
From a technical accounting point of view, it is our opinion that the New
York state franchise tax payable on January 1, 1928, which covers the fiscal
year beginning November 1, 1927, and ending October 31, 1928, should be prorated over such a fiscal year, that is, one twelfth of the tax payable on January
1, 1928, should be accrued during each of the months of November and December, 1927, and the balance should be treated as a prepaid tax from the date of
payment and charged off in equal instalments during the ten months beginning
with January and ending with October, 1928.
REPURCHASE AGREEMENTS
Q. A large chain of retail stores does most of its business on the instalmentsales plan. The merchandise sold is secured by chattel mortgages or by other
legal devices, and the down payment varies from nothing to 15 per cent., while
the balance is payable over a period of months, varying from one to three years.
The annual volume of sales is several times the concern's invested capital.
Hitherto, losses from uncollectable items have been kept within reserve limits.
During the past few years, the practice of selling accounts receivable subject
to a "repurchase plan" has been gaining headway, so that during the year
1927 approximately 90 per cent. of all newly created accounts receivable have
been converted into cash on the basis of repurchase agreements.
The repurchase agreements referred to, provide essentially, that upon the
failure of a customer to live up to his instalment payment obligations for a
period of . . . days, that the banking organization may, at its option, and without notice, return the said customer's paper to the instalment-merchandise
house, which must immediately pay therefor in cash the balance due on such
paper, together with accrued interest and certain fixed charges.
The contention of our new client, supported by several banks, is that "leading firms of reputable public accountants" unhesitatingly certify to balancesheets without reference to the contingent liability represented by the above8

referred-to repurchase agreements. While our client truly represents to us, on
the basis of its own experience, that during the past few years the extent to
which it has been called upon to make good on the aforementioned repurchase
agreements is negligible, we do not believe that this approach to the subject
goes to the crux of it. We can not believe that the existence of a contingent
liability, especially of so large an amount, is overlooked by reputable accountants in their balance-sheet certifications and should greatly appreciate word
from you as to the attitude and practice of as many of our fellow members as
may be willing to make early response.
A. We have on more than one occasion insisted upon mentioning in balancesheets the fact that the concern had disposed of instalment paper, subject to a
repurchase agreement. We believe that in most cases these so-called repurchase agreements call for the finance company's repossessing the merchandise
and selling the merchandise to the business concern for the amount outstanding
on the paper. Accordingly, it is maintained by somefinancecompanies—and
perhaps some accountants and bankers—that the position of the business concern with respect to its obligation to repurchase the merchandise is precisely
the same as it is with respect to any other commitments for the purchase of
merchandise, which, admittedly, do not have to be recognized in the balancesheet. Notwithstanding this argument, we believe that any person who is
considering the financial condition of the concern is entitled to know that the
concern has disposed of its receivables and may have to take some of them
back. There is some doubt as to whether this commitment can properly be
characterized as a contingent liability, but the fact remains, we think, that it is
an important factor in the consideration of financial condition.
If the repurchase agreement does not call for the repossessing of the merchandise by thefinancecompany and the purchase of the repossessed merchandise
by the business concern from the finance company, but merely calls for a reversal of the transaction whereby the paper was purchased by the finance
company, it seems to us that the situation is not essentially different from an
assignment with recourse; and, that being the case, there seems to be a definite
contingent liability.
We are very much interested in the statement in the letter that the attitude
of the client is supported by several banks. We took the trouble to canvass a
number of large banks on this subject, and found that without exception they
insisted that information regarding such transactions should be shown in the
balance-sheet.
A. It seems that your interrogator might well have directed his client's
attention to the provisions in this connection contained in the pamphlet, "Approved Methods for the Preparation of Balance-sheet Statements," published
in the Federal Reserve Bulletin for April, 1917. They are as follows:
Contingent liabilities—"It is not enough that a balance-sheet shows what
must be paid; it should set forth with as much particularity as possible
what may have to be paid. It is the duty of an auditor who makes a
balance-sheet audit to discover and report upon liabilities of every
description, not only liquidated debts but possible debts. The following are the usual forms under which contingent liabilities will be found:
Indorsements.
...
Guaranties.
Unfilled contracts
Notes receivable—"When notes receivable are discounted by banks the
company has a liability therefor which should appear on the balancesheet. Lists of discounted notes not matured at the date of the audit
should be obtained from the banks as verification and their totals entered under 20a if the cash therefor is shown as an asset."
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Accounts receivable—"Inquiry must be made as to whether any of the accounts receivable have been hypothecated or assigned and the sum
total of accounts so listed entered under 20b."
The above references to "20a" and "20b" refer to subclassifications shown
under the main classifications of secured liabilities which appears on the liability side of the form of balance-sheet contained in the Federal Reserve Bulletin,
These subclassifications are as follows:
"20a—Notes receivable discounted or sold with indorsement or guaranty
(contra)."
"20b—Customers' accounts discounted or assigned (contra)."
"20c—Obligations secured by liens or inventories."
"20d—-Obligations secured by securities deposited as collateral."
Whether obligations for the repurchase of instalment notes and accounts
receivable are shown as direct liabilities in the manner required by the above
quotations from the Federal Reserve Bulletin, or are shown as contingent
liabilities in foot-notes to the balance-sheet, is a matter to be governed largely
by the client's preference; the important matter being, of course, that the
balance-sheet discloses the existence of the obligations.
The fact that losses experienced by the company in repurchasing instalment
accounts during the past few years have been negligible is quite irrelevant to
the question of the necessity of disclosing the existence of the obligation to
repurchase the unpaid accounts.
• A. It is our opinion that a balance-sheet should show all liabilities, both
actual and contingent. The exact liability which the concern who sold the
accounts receivable may be called upon to meet, is difficult of determination.
Therefore, we feel that reference thereto, in the form of explanatory memoranda
on the face of the balance-sheet, should be sufficient. The important thing
is that their existence be disclosed and that such data as will give an idea of
the nature, status and amount be clearly set forth. In other words, show the
total amount of outstanding accounts sold and the nature of the repurchase
agreement. If there has been any experience as to the amount which the concern has been called upon to repurchase in the past, this data might be shown
for the information of bankers and others who make use of the balance-sheet.
A. In our opinion, reference should be made ON the balance-sheet to the
contingent liability that exists in respect of instalment notes sold under the
conditions set forth in the question above recited.
There are, however, conflicting opinions which might be here considered.
It is contended, in the first place, that the sale of instalment notes, secured
by chattel mortgage or similar instrument, is an ordinary and usual practice
in many lines of business (e.g., pianos, furniture, automobiles, washing machines); and as interested parties, bankers certainly are fully aware of this well
Understood method offinancing,specific mention thereof is superfluous.
Again, while it may be conceded that a contingent liability does exist in
respect of sold paper, this contingency, it is claimed, is so remote that for
practical purposes it may be disregarded provided adequate provision is made
for such losses on repossession, however, described as experience shows to be
necessary or particular circumstances determine. A variant of this latter view
is that there is no contingent liability; that repossession losses, including repossessions in respect of notes reacquired, can be computed within reasonable
limits and, such a provision being made, the element of contingency is discounted by the direct reserve.
The first of the above contentions is not acceptable because it depends on an
unverifiable assumption which, we consider, carries no such sanction as is
claimed, while the alternative views mentioned break down under the very
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test applied, namely, by what practicable measure is it possible to determine
the remoteness of the contingency?
Clearly we can not with the required degree of assurance restrict the limits
of probability and assign a value to that which, in the nature of the case, is
modifiable by varying circumstances. In a word,wecan not evaluate the unknown.
It is our opinion, therefore, that, as already stated, cognizance should be
taken of the contingent liability that undoubtedly exists, but in order to give
full recognition to the contra views herein expressed we believe that reference
thereto might properly be made in some such terms as set down hereunder.
The notation suggested is indicative of the proposed treatment; it is not offered as a set formula.
Contingent liability:
In the ordinary course of business, the Company has sold customers'
paper, secured by . . . The contingent liability thereunder is considered remote.
It will be understood, of course, that adequate reserves should be provided
against losses on repossession and that in each individual case the circumstances
should be such as to justify the statement that "The contingent liability thereunder is considered remote."
A. One fact in connection with the business under consideration which appears to be essential to a true understanding of its financial position is that its
bankers hold large amounts of accounts receivable which it may be required to
repurchase for cash in case debtors default. Another fact of importance to
one seeking to know the financial status of the business is that experience in
the past has been that losses in connection with such "repurchases" have been
negligible.
The client apparently urges that the second fact be offset against the first
and that both be eliminated from the accountant's report. From the information given it does not appear that such an offset can properly be made.
On the other hand, we feel that it is important that both of the facts mentioned be definitely presented, because both of them would be of practical informative value to anyone who may study the statement.
Going a little beyond the scope of the question, it seems to us that the client
should logically be entirely satisfied to have the statement presented with both
of these facts included, because it would seem that any unfavorable impression
which might be made by admitting the amount of contingent liabilities would
be more than overcome by the fact that losses in connection with such liabilities had been negligible in the past, and by the effect of the desire to present the
"whole picture," a desire which would be evidenced by including these facts
in the certificate or in the statement.
TAXATION OF CORPORATION SHARES
Q. A partnership unable to meet its obligations is taken in hand by a committee of bankers to whom it is heavily indebted. The bankers arrange with
another corporation, successful in the same line of endeavor, to take over the
business. A corporation is formed to take over the affairs of the partnership,
and the entire capital stock (one thousand shares of no par value—stated value
$1.00 per share) is given to the corporation which has agreed to assume the
management. In the takeover the bankers have agreed to cancel one half of
the obligations due them, feeling that in this way they will fare better than if
they forced the partnership into bankruptcy. At the time the new corporation
begins business, due to the cancellation of indebtedness, the one thousand
shares have a book value of $300,000 an equity which would appear from the
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balance-sheet to rest in a third mortgage of $100,000 and about $200,000, in
plant and equipment. On the books of the issuing corporation the capital
stock appears at the stated value of $1,000, and surplus is credited with the
balance of $299,000.
The corporation receiving the shares wishes to treat the book value of the
stock, $300,000, as current income. The auditor's first thought was to credit
the amount on the recipient corporation's books to surplus, but he is confronted
with the fact that the transaction was initiated and consummated during the
year under review and feels there may be some justification for its inclusion in
the income statement as "Other income" with a full explanation of the facts,
Again, will its inclusion in the income statement subject the recipient corporation to income tax on the $300,000? It may be classed as a gift, hence
non-taxable, or at any rate it is an unrealized, and, for some time to come, an
unrealizable item and therefore should not be taxed.
The questions for which answers will be greatly appreciated are:
(1) How to treat the receipt of the shares on the books of the corporation
acquiring them.
(2) Should the transaction appear in the income statement of the recipient
corporation?
(3) Is the transaction taxable to the recipient corporation for federal
income-tax purposes?
A. 1. The shares received by the managing corporation seem to be the consideration for its entering into a contract to manage the business of the issuing
corporation. We do hot think this creates income at that time. The income
is to be derived in the future from the earnings of the issuing corporation.
We should not treat the receipt of the shares as income unless and until they
were sold; then they would be income for the full proceeds. It is not necessary
to set them up on the books at all, although it is advisable to do so, at least to
give them a nominal valuation for the purpose of recording their existence and
ownership on the books of the managing corporation. On this theory, it does
not matter whether the stock is valued at $1.00, $1,000 or $300,000. Whatever value is placed upon the shares, however, should be credited to surplus
and not to income.
2. We have already explained why the receipt of the stock should not be
treated as income, in answering No. 1.
3. We do not believe the receipt of the shares is taxable income. It is from
the carrying out of the contract that the managing corporation may expect to
receive an income and not from the mere initial consideration received for entering into such a contract. We do think, however, that crediting the valuation of the stock to income account would create a presumption that it was
taxable income which would be seized upon by the income-tax authorities in a
way to embarrass the managing corporation with a contest, the outcome of
which might be doubtful. It would not be good advice, in the light of knowledge that an unnecessary contest is probable, to advise the managing corporation to treat the receipt of the stock as income.
A. We are of opinion that the stock of the reorganized company should be
carried on the books of the recipient corporation at a nominal figure of, say,
$1.00 and that only dividends on this stock should be credited to income.
Our reason for suggesting this procedure is that as the recipient company received the stock of the unsuccessful corporation for services to be rendered the
measure of the services will be future dividends to be received, and it would be
poor policy to attempt to estimate at this time the liquidation value of the stock
merely for the purpose of carrying it at such a valuation on the books of the
successful corporation.
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